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Summary: Precursor continues to caution investors that SBC is likely the most vulnerabie big cap telecom
of 2003 because it is more on the wrong side of regulatory and competitive change than any of the Bells.
SBC will likely indicate a tough first quarter and faces a deteriorating operating environment in 03. We
expect guidance for 03 to be lowered sometime this year, as well as additional capex and job cuts,
because SBC clearly was surprised that the FCC did not rein in UNE-P in the Triennial Review. While all
of the Bells will suffer this year from the FCCs reinvigoration of UNE-P, SBC is by far the most vulnerable
to resale competitionwhile VZ, with its greater scale and integration, is best able to defend against it. SBC
faces the worst case of telecommaoditization, i.e., rising competitive intensity that reduces profits as Bells
and long distance (LD) carriers enter each others markets. Specifically, in at least two-thirds of its territory
(the former Ameritech region and CA), SBC confronts severely negative regulatory environments and
competitive dynamics with some of the lowest UNE-P rates in the country. In the Ameritech region, SBC is
defenseless against heavy local line losses due to regulatory roadblocks into LD service. Recent SBC LD
entry and lower UNE-P rates in CA have raised the competitive intensity in that state as telecom providers
cut prices and compete with service bundles. SBC may be forced to acquire (most likely an LD carrier or
LD assets) while it still has the currency, which would further weigh down the stock. (The full research can
be accessed by viewing the attached PDF file.)
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SBC Is Likely the Most Competitivel y Vulnerable Big Cap Telecom of 2003

(Part Five in a Telecommoditizat ion Seri es)

Summary: Precursor continues to caution investors that SBC is
likely the most vulnerable big cap telecom of 2003 hecauseit
is more on the wrong side of regulatory and competitive
change than any of the Bells. SBC will likely indicate a tough
first quarter and faces a deteriora ting operati ng environment in
‘03. We expect guidance for ‘03 to be lowered sometime this
year, as well as additional capex and job cuts, because SBC
clearly was surprised that the FCC did not rein in UNE-P in the
Trien nial Review. While all of the Bells will suffer this year
from the FCC’s reinvi goration of UNE-P, SBC is by far the
most vulnerable to resale competition—while VZ, with its
greater scale and integra tion, is best able to defend against it
SBC faces the worst case of “telecom moditization,” i.e., rising
com petitive intensity that reduces profits as Bells and leng
distance (LD) carriers enter each other’s markets. Specifically,
in at least two-thirds of its territory (the former Ameritech region
and CA), SBC confronts severely negative regulatory
envirenm ents and com petitive dynam ics with some of the lowest
UNE-P rates in the country. in the Ameritech region, SBC is
defenselessagainst heavy local line lossesdue to regulatory
roadblocks into LD service. Recent SBC LD entry and lower
UNE-P rates in CA have raised the competitive intensity in that
state as telecom providers cut prices and compete with service
bundles. SBC may be forced to acquire (most likely an LD
carrier or LD assets) while it still has the currency, which would
further weigh dow n the stock.

SBC: Accelerating Competitive Intensity in at Least Two-
Thirds of Its Territory. (A) Ameritech Region: A Gaping
Wound Caused by a Regulatory Anomaly. The Ameritech
region (MI, OH, IL, WL, and IN), which comprises over one-
third of SBC’s lines, is a huge negative regulatory anomaly.
Unlike VZ and BLS, who have been approved for region-wide
LD, SBC can’t fight back agains t UNE-P losses in the Am etitech
states with a com petitive local and LD bundle. On average, the
Ameritech region has the towest UNE rates in the country—a
roughly 61% discount which is 17% higher than the Bell average
of 52%. Precursor believes it is unlikely that most of these states
will end UNE-P after the FCC-m andated nine-month review
process. The low UNE rates are generating huge UNE-P
losses—SBC  MI has already lost 31% of the local market
AT&T is “ramping” up its UNE-P local entry in IL and IN. This
local share loss is all “profit hem orrhage™ as SBC cannot staunch
the bleeding from this gaping regulatory wound with a
competing local-LD package. With the recent withdrawal of its
LD application in Michigan, SBC is unlikely to enter the
Michigan LD market untit ~4Q03. Entry into the remaining
Ameritech states will likely be in at the very end of ‘03 and into
‘04. As a result, the Ameritech region becomes a deeper and

decper hole for SBC to dig out of once it gets LD approval,
Moreover, LD access may come too late to completely salvage
profits, as SBC will likely have to cut prices further below UNE-
P rates to win back customers. (B) CA: A Competitive “Race
to the Bottom.” In CA (SBC’s most important state with one-
third of its lines), SBC pained regulatory approval to offer LD at
the very end of ‘02 accom panied, however, by 32% cut in the
average CA UNE-P rate last year. SBC has just completed its
first full quarter in the CA LD market {it has ~1.3m lines, about
7%-8% of its total CA lines) and has gained lines about par for a
Bell’'s first quarter of LD. However, LD revenue gains will
likely be offset by a hyper com petitive “race to the bottom™ as
SBC is cutting prices to offset growing UNE-P losses.

Why SBC Has a More Difficult Future Than the Other Bells.
(Sec attached chart.) (A) SBC Is Currently In a Deeper
Competitive Hole. Compared to the other Bells, SBC has
suffered the greatest line loss from UNE-P and other
competition. Cumulative wholes ale lines (i.e., those leased to
com petitors such as UNE-P, unbundled loops, and resale), as a
petce nt of 4Q02 retail lines were 14.7% for SBC compared to
10.5% for VZ, 10.4% for BLS, and 6.6% for Q. Estimated
dropped lines, which represent a complete loss of revenue, over
the last two years as a percent of 4Q02 retail lines were 7.7% for
SBC compared to 6.4% for VZ, 6.1% for BLS, and 7.4% for Q.
SBC has outpaced all of the Bells in quarterty retail line loss
each of the last eight quarters, and year over year retail line loss
for ‘02 was 8.3% for SBC compared with 5.0% for VZ, 6.1% for
BLS, and 5.3% for Q. (B) SBC Has Less Leverage to Dig Out.
VZ is ahead of SBC in LD market penetration. BLS and Q are
rapidly catching up, while SBC’s hands are tied in the Am eritech
states (38% of its lines). Both BLS's and VZ’s wireless subs
comprise a greater portion of retail lines than SBC. Final ly,
where SBC has excel led, DSL penetrat jon is too low to make a
difference, and 2™ lines Jeave SBC potentially more vulnerable
to line loss. (C) Divergence Is Likely to Continue. Finally ,
SBC Is facing a more difficult regulatory and competitive
environment than the other Bells. UNE-P rates are worse for
SBC than any other Bell. On avera ge, the UNE-P discount per
line was 55% for SBC (61% for Ameritech and 57% for CA),
com pared with the Bell average of 52% (Note: UNE rate data are
from WVPSC-CA D 1/1/03, weighted using FCC ARMIS ‘02
lines, VZ GTE properties not included in averages). While
WorldC om has entered local markets in the 48 lower states, T
has targeted its efforts in the most profitable states. T is currently
offering local service in a bundle in states represen ting 80% of
8BC’s lines (TX, CA, M1, OH, IL, IN) compared with 47% of
V¥Z lines (NY, NJ, DC, MA, and ~4.5m former GTE lines in
CA), 17% of BLS lines {GA), and 0% of Q lines. * * * * *
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Why SBC Is the Most Vulnerable Bell to “Telecommoditization”
Line Losses Have BeenDigging SBC into a Deeper Hole Than the Other Bells




